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Glenda A. Ried, CPA 5
“. . . in many instances statistics will lend objectivity to 
findings made by other means during the course of an 
audit.”
HOW TO AVOID INCOME TAXES 
WITHOUT EVADING THEM
Dr. Patrica C. Elliott, CPA
“Each woman should investigate the new (and old, but 
overlooked) provisions and plan her tax affairs as care­
fully as she plans her other financial affairs.”
EDITOR'S NOTES
On this page we present the presidents of the two organizations which publish this 
journal. The presidents will be assisted by a fine group of women accountants who 
somehow find time in their busy professional and personal lives to devote many hours 
to the purposes of ASWA and AWSCPA. Their names, addresses, and assignments are 
shown on the inside front cover of this issue.
OUR PRESIDENTS
1973-1974
Elizabeth A. Reid, ASWA Katherine M. West, AWSCPA
Elizabeth A. “Betty” Reid, the President of 
the American Society of Women Accountants, 
is Chief Accountant for Comstock & Westcott, 
Inc. of Cambridge, Massachusetts. Ms. Reid 
is responsible for all accounting operations of 
this research and development firm. She has 
worked with prime government contractors in 
such diverse areas of R & D as nuclear metals, 
space physics, fluid dynamics, and graphic 
arts.
After many years as an executive secretary 
Ms. Reid decided to become an accountant. 
And when Bentley College in Boston became 
co-educational, she enrolled and was one of 
the first women graduates.
It is Ms. Reid’s desire to see ASWA mem­
bers develop through continuing education and 
training so that they can achieve equality in 
advancement. She thinks that ASWA must join 
with other women’s groups to achieve its goals
(Continued on page 16)
Katherine M. West, CPA, the President of 
the American Woman’s Society of Certified 
Public Accountants is an Associate Professor 
of Economics at Brooklyn College of The City 
University of New York. She is enthusiastically 
interested in accounting theory and its appli­
cations and is presently teaching Intermediate 
and Advanced Accounting Theory and CPA 
Problems. Commenting on today’s student 
body, Professor West notes that the accounting 
major is attracting many high-ranking, dedi­
cated, dependable students.
Her diversified accounting career prior to 
her professorial appointment included employ­
ment with Haskins & Sells and Burroughs 
Corporation.
The AWSCPA president believes that sel­
dom before has involvement in the accounting 
profession been more challenging. Last year, 
she was the first woman to be appointed to the
(Continued on page 16)
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APPLYING STATISTICAL SAMPLING METHODS 
TO AUDITING
The author follows up her previous articles on “The Theory of Probability Sampling” 
by giving a comprehensive and easy to understand introduction to the practical side 
of statistical sampling.
Glenda A. Ried, CPA
Toledo, Ohio
Introduction
The applicability of statistical sampling in 
auditing has arisen because of the many tech­
nological changes in the business world. Elec­
tronic computers, linear programming, opera­
tions research are all mathematical and scien­
tific aids. The use of automation by govern­
ment and big business produces volumes of 
documents, paper and data which are similar 
or alike. Both the external and internal audi­
tors are confronted with the problem of audit­
ing this mass of data. Therefore, an under­
standing of probability sampling is of vital 
importance to the auditor of today.
Statistical Sampling
Statistical sampling is the scientific approach 
toward selecting a sample, based on the prin­
ciples of random selection, equal and known 
probability of being chosen, bias, precision, 
and reliability.
Random selection (probability sampling) is 
a method of choosing from a large population 
a number of units in such a manner that each 
unit has a known and equal chance of being 
selected. The sample is selected according to 
the laws of chance. A simple random sample 
is drawn unit by unit without replacement. 
At any stage in the draw, this process gives 
an equal chance of selection to all units not 
previously drawn. The probability that each 
unit has of being selected in samples of any 
size can be calculated mathematically. For 
example, if a sample of one unit is drawn from 
a population of twelve, then the probability of 
any one being selected is one-twelfth.
Sample bias is the difference between the 
expected value of the estimate and the true 
value being estimated. Assume that a sample 
of two units is drawn and that the average 
of the two is $2,450. If the average of all sam­
ples of two units is also $2,450, then the sam­
ple is unbiased because the difference between 
the expected value of the sample and the true 
value is zero. An estimate with a small bias 
may be more reliable than the best unbiased 
estimating procedure.
Precision is a means of measuring how close­
ly the sample results reproduce those which 
would be obtained by taking a sample count 
using the same methods of measurement. The 
precision of a sample estimate will increase 
as the size of the sample is enlarged. There­
fore, any desired precision can be achieved by 
taking a large enough sample. This precision 
can be calculated mathematically when the 
size of the sample and the probability that its 
estimate will fall within a certain range of 
the true value are known.
Application to Auditing
Is a statistical estimate an acceptable sub­
stitute for a one-hundred per cent physical 
count of inventory? Statisticians have been 
able to show that a well-designed and admin­
istered statistical sampling plan can give bet­
ter accuracy than a full count. A full count 
is also subject to errors, but these errors can­
not be calculated in advance.
A study was undertaken under the guidance 
of Dr. Olin W. Blackett, professor of business 
statistics at the University of Michigan, for 
the purpose of developing information regard­
ing the reliability of sampling plans in audit­
ing.1 The results of a one-hundred per cent 
audit were available for purposes of compar­
ability. Six samples were selected and their 
results tabulated and evaluated against the 
results of the one-hundred per cent audit. Not 
all the sampling plans were scientific. The re­
sults for the statistical sampling plans, how­
ever, showed that for the protection given less 
audit work was required.
Four Stages of Application
The process of applying statistical sampling 
GLENDA E. RIED, CPA, is Assistant Professor of Accounting at the University of Toledo, from 
which she received both her bachelor's and master's degrees.
She is a member of AICPA, the Ohio Society of CPAs, ASWA, and AWSCPA.
Ms. Ried is currently serving as president of the Toledo Chapter of ASWA.
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to auditing may be set up in a series of four 
stages:2
(1) the design process,
(2) drawing of the random sample, 
(3) the statistical evaluation, and
(4) determining the adequacy of the results.
Design Process
Design includes determination of the pur­
pose of the audit, the evaluation of the effec­
tiveness of internal control, an outline of the 
audit program, and a statement of the prin­
ciples to be used in selecting the sample.
First, the auditor should have a concrete 
idea of the purpose of the audit. The purposes 
may be:3
(1) correctness of the dollar amounts on 
the financial statements,
(2) a check on the company’s basic ac­
counting policies and the effectiveness of the 
internal control process in administering them.
Certain problems are present in evaluating 
the effectiveness of internal control. Stated 
very briefly they can be summed up as causes 
of errors, area covered, interrelationship be­
tween areas, and time period covered.4
Emphasis must be placed upon the various 
causes or types of errors in the journalizing 
and recording of transactions. Also of impor­
tance is their frequency of occurrence. The 
error may be one in recording, posting, cal­
culation, transposition, or lack of proper au­
thorization. Where a dollar amount is con­
cerned, it may or may not be significant. 
Clerical errors, such as posting to the wrong 
account, are usually of little more than statis­
tical significance since they will tend to offset 
one another. The auditor is primarily con­
cerned with detecting errors that would ma­
terially affect the financial statements. The 
error may be classified as to its dollar amount 
or in terms of whether it is material or im­
material.5 The concept of materiality is sub­
jective and determined by the auditor. A meth­
od of weighting the errors as to their degree 
of seriousness or materiality might be recom­
mended. However, the errors must be defined 
and evaluated in some way to determine their 
importance and effect on internal control.
Should decisions based on the effectiveness 
of internal control cover each audit area sep­
arately or the process as a whole? The prob­
lem here may be one of combining the results 
from the various areas of the internal control 
process in order to measure the effectiveness 
of the entire process.
Effective internal control in one area may 
or may not influence the effectiveness of in­
ternal control in another area. The extent of 
any such influence must be judged by the 
auditor.
The auditor may use the entire period (fiscal 
year) or a sub-period (two selected months 
during the year plus the first and last month 
of the period) in evaluating the effectiveness 
of internal control. Also, the time period sub­
sequent to the close of the year may be taken 
into consideration.
In preparing an outline of the audit pro­
gram it might be necessary to make additions 
and adjustments to adapt it to statistical meth­
ods. After the audit program is determined, 
the auditor must devise a sampling approach 
based on the existing administrative proce­
dures. He or she must make certain that the 
sampling plan conforms to auditing standards 
and that proper statistical techniques are used. 
The principles and steps to be followed in 
selecting the random sample should be in 
writing.
Drawing of the Random Sample
Drawing a random sample is a formal meth­
od of selecting the sample of items to be 
examined through the use of a table of ran­
dom numbers. A basic rule is that the sample 
must be representative, which means the sam­
ple must be typical of the entire mass of 
documents (universe) from which it is drawn.
If there is any doubt as to whether the 
items in a universe are randomly distributed 
the universe, if at all possible, should be seg­
regated into groups (strata), each of which is 
fairly uniform throughout. Random sampling 
can then be applied to the strata. An example 
might be the testing of the pricing of a physi­
cal inventory. The pages of inventory tabula­
tion may be grouped by product classes with 
a random sample being chosen from the items 
within each product class. If the universe is 
not a random one and cannot be divided into 
homogeneous units, a statistician should be 
consulted who can apply a number of tests 
for randomness, and if necessary, design a 
special sampling plan.6
Before the sample can be drawn, the popu­
lation must be numbered, either physically or 
conceptually. If documents are serially num­
bered, such as sales invoices, the existing num­
bers may be used.
Some populations are not pre-numbered. 
Examples of this are postings, footings, and 
inventory extensions. One method is to assign 
consecutive numbers to the items so that the 
principle of random selection can be applied. 
An illustration is the numbering of items in 
an inventory for checking the extensions. Num­
bers can be assigned to the lines on the in­
ventory sheets. If there are twenty lines to a 
page, the third item on the fourteenth page 
would be number 283, fourteen times twenty 
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plus three. Random numbers may be used 
even though blank lines on some of the pages 
will leave gaps in the population.
As an alternative there is no requirement 
that the items in a universe be prenumbered. 
A number can be mentally ascribed to each 
item as it is counted, checking to see if it 
corresponds to an already selected random 
number.7 The procedure is as follows: Random 
numbers are copied from a table of random 
numbers. When the necessary number is 
reached, they are listed in ascending order. 
The auditor then counts through the items, 
numbering them consecutively in the order in 
which they appear. Whenever the number 
attached to the item corresponds to a number 
which appears in the list of random numbers, 
that item is removed for examination. This 
process is continued until all items are se­
lected. Groupings may be used in this pro­
cedure.
A third possibility for the items in an un­
numbered population is the use of systematic 
sampling.8 Every fifth, tenth, or twentieth item 
may be selected. A random number table 
should be used to select the first item in the 
sample. The constant interval is used to select 
the succeeding items. This alternative is use­
ful when the actual number of items in the 
universe is not known, yet a specified propor­
tion of the population is desired in the sample.
The method of sample selection chosen in 
any specific instance will depend upon the 
administrative simplicity of drawing a sample 
using the available alternatives, the efficiency 
of the various sampling methods, and upon 
the judgment of the person drawing the sam­
ple.
Sample Size
The adequacy of the internal control system 
must be reviewed and evaluated in determin­
ing the size of the sample. Generally speaking, 
if the system of internal control is operating 
effectively and exceptions or errors are few, 
then the acceptability of that system can be 
established by means of a relatively small 
sample. If the opposite is true, then a larger 
sample must be drawn to give the auditor a 
sound basis on which to establish the extent 
of error.
The errors may range from the insignificant 
to those requiring refusal of an over-all opin­
ion. Minor and major errors might be classified 
by dollar amounts. Minor errors might exist 
in substantial numbers without requiring re­
jection of the population. A similar number of 
serious errors would probably mean rejection. 
The disadvantage of the above principle is 
that many minor errors may be of major im­
portance and have a direct effect on the 
accounting statements.
How does one define how big is “big” or 
what constitutes a serious error? Three possible 
criteria are:9
(1) An error that would seriously affect the 
statements,
(2) An error that, if found, would be ad­
justed by the auditor, and
(3) An error that would be ignored if it 
occurred in one percent or less of the transac­
tions, but would require a detailed examina­
tion if it occurred in three per cent or more 
of the transactions.
The specific effects of poor internal control 
on the financial statements are not known with 
certainty; it is simply believed that poor con­
trol tends to produce poor statements.
What per cent of errors in a population can 
be tolerated is a debatable issue among ac­
countants. Auditors cannot agree as to whether 
specific standards (an acceptable quality lev­
el) should be established for uniform use or 
whether the standards to be applied in each 
instance should be left to the discretion of 
the individual auditor.
Statistical Evaluation
Statistical evaluation means a mathematical 
analysis of the sample results with objective 
estimates of the expected precision and re­
liability. The auditor can expect to be within, 
for example, plus or minus two per cent of 
the true population. It is also possible to pre­
dict that the auditor may be right only ninety- 
five per cent of the time or, expressed in an­
other way, nineteen times out of twenty.
Tolerance limits should be set according to 
considerations of risk and materiality. For ex­
ample, it might be that for an error of $8,000 
there is about a ten percent risk of accepting 
the particular group of accounts as correct. 
The auditor must decide, as a matter of judg­
ment, whether this is a reasonable risk to take. 
And, is it consistent with accepted accounting 
standards? Tolerances can be set by statistical 
methods to assure that the risks taken in sam­
pling do not exceed those judged to be ac­
ceptable. If the original level of tolerances 
is judged to be too strict, they should not be 
abandoned merely to lighten the work load.
Adequacy of the Results
The appraisal of the sample results is made 
by the auditor and is not, in any way, con­
nected with mathematics. One evaluation is 
on the preciseness of the sample estimate. 
Does its preciseness meet the standards of 
the auditing profession? If, for a particular 
audit problem, the auditor feels the estimate 
is not precise enough, he or she can compute 
how much larger the sample should be to 
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give a satisfactory estimate. Or, if the esti­
mate was more precise than necessary, the au­
ditor can compute how much the sample size 
could be reduced. This information might be 
desired if the sampling procedure were to be 
repeated.
Detection of fraud is not a primary objec­
tive of sampling. Samples adequate to support 
opinions regarding the financial statements will 
not necessarily detect any fraudulent items or 
transactions. Here, statistical theory backs the 
auditor.
However, in auditing the auditor will not 
derive a conclusion solely from the sample. 
The interrelation of auditing procedures must 
be taken into account.10 Either one step or sev­
eral steps may contribute to a conclusion or 
conclusions. For example, in establishing the 
market value of an inventory, the auditor 
might examine trade journals listing market 
quotations, obtain quotations from suppliers, 
and investigate the prices of similar items 
purchased just before and after the date of 
the financial statements. The market values 
also contribute to the reasonableness of the 
cost figure of the inventory. Any substantial 
differences should be explainable by differ­
ences in time of acquisition or by the influence 
of the trade practice.
Another example can show how audit steps 
must be taken before expressing an opinion. 
The sampling of a physical inventory at any 
date other than the end of the fiscal year will 
not, by itself, lead to a valid conclusion about 
the year-end inventories. Other audit steps 
must be taken, such as reviews of gross profit 
percentages, examination of entries, and so on.
However, in many instances statistics will 
lend objectivity to findings made by other 
means during the course of an audit. Statistics, 
other audit steps, and judgment play an im­
portant and integrated part before the audi­




The advantages of using statistical methods 
in auditing are:
(1) Sampling risks are calculable, and the 
auditor, after specifying the tolerance of the 
sampling risks, can determine the necessary 
sample size.
(2) The auditor is forced to objectively de­
fine the standards of “accounting quality.”
(3) Based on specified risks and a stated 
accounting quality, the sample results can be 
objectively interpreted.
(4) The auditor has better control over the 
sampling risks.
(5) Advance planning will save time in the 
field work.
(6) Relationship with the client should be 
improved because statistical methods give the 
auditor a defensible position in justifying the 
number of items to be tested and the amount 
of work to be done.
(7) Samples may be smaller and each item 
in the sample more exhaustively examined in 
comparison with larger samples where the 
items may be processed in a more routine 
manner.
(8) The auditor has better administrative 
control over the sampling and testing pro­
cedures, especially for the audit of a decen­
tralized, widely spread organization. The meth­
od for selecting the sample can be planned 
in advance and revealed to operating personnel 
only when the sample is to be drawn. The 
advance planning could include a description 
of the universe, the size of the sample, the 
selection method used, the starting point in a 
table of random numbers, and so forth.
(9) Subsequent review or follow-up can be 
handled with more flexibility. Someone else 
on the audit staff could evaluate the concept 
and carrying out of the sampling plan.
(10) Statistical methods can be adopted 
without an increase in cost. Very frequently 
they result in a saving of time, effort, and 
money.
Once again, statistical methods are tools to 
be applied in conjunction with numerous deci­
sions based on the professional judgment of 
the auditor.
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HOW TO ADVOID INCOME TAXES WITHOUT
EVADING THEM
The author gives many helpful hints on how 
total tax bill.
a professional woman can reduce her
Dr. Patrica C. Elliott, CPA 
Arlington, Texas
It is too late to minimize one’s 1972 in­
come tax bill but the time is perfect for proper 
planning for 1973 and future years. There are 
many simple and legal techniques for one to 
pay only her fair share of taxes; i.e., the least 
amount legally possible. A few of these tech­
niques are discussed and illustrated below.
Tax Planning Toward Adjusted 
Gross Income
A self-employed person has more oppor­
tunity than a salaried individual to properly 
plan the lowest possible adjusted gross income. 
A salaried person is allowed very few deduc­
tions toward adjusted gross income (such as 
certain employee expenses and moving ex­
penses) which are usually beyond her plan­
ning control. Therefore, three areas of plan­
ning for self-employed persons will be dis­
cussed.
Postponing Income and 
Accelerating Expenses
A self-employed individual who reports on 
the cash basis may lower her adjusted gross 
income by not collecting fees earned in De­
cember (assuming a calendar year) until Jan­
uary or by paying all current expenses and 
actually prepaying certain expenses in Decem­
ber. Of course, any deductions taken in De­
cember are not deductible in the following 
year, and fees collected in January are taxable 
the following year. In some instances, this 
deferral of income and/or prepayment of ex­
penses each December will result in the same 
taxable income each year, since the previous 
year’s decrease will be offset by this year’s 
increase. However, if the income of the busi­
ness is continually rising (which, hopefully, it 
is), the tax benefit (together with the time 
value of money) can be derived perpetually.
The converse may be utilized to minimize 
taxes in certain cases. If, in one year the 
earnings are high and, for some reason, the 
following year’s earnings are low (or vice 
versa), the taxpayer should time her fee col­
lections and expense payments in such a way 
as to be in the same tax bracket each year. This 
situation may actually result in fast collection 
plans and deferral of expense payments. Each 
self-employed woman should examine her own 
particular circumstances before year-end, pro­
ject the following year’s events, and act ac­
cordingly in order to minimize her total tax 
bill.
Keogh Plans
The Keogh Plan (commonly called HR-10, 
but more properly referred to as the Self- 
Employed Individuals Tax Retirement Act of 
1962) is a useful device for the self-employed 
person to “tax shelter” part of her earnings. If 
the self-employed individual’s plan meets cer­
tain qualifications (the most important one 
being no discrimination in favor of the self­
employed individual) she can deduct 10% of 
her earnings up to $2,500 per year. This maxi­
mum of $2,500 must be invested in an ap­
proved retirement plan. Approved methods are 
as follows:
A. If the contributions are invested in stock 
of an “open-end” regulated investment com­
pany or in policies issued by an insurance 
company, the plan may be lodged with a bank 
as trustee or custodian.1
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of Denver, and a D.B.A. from the University of Colorado. She has contributed articles and 
book reviews to The Woman CPA and has been published in Taxation for Accountants. She 
is a frequent speaker at tax seminars and at meetings of professional societies.
Dr. Elliott is a member of the Dallas Chapter of ASWA.
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B. Contributions may be invested in non- 
transferable annuities or face-amount certifi­
cates.2
C. Contributions may be invested in a spe­
cial series of U.S. Bonds authorized for this 
purpose.3
When the self-employed individual retires 
(at no less than 59½ years of age) or is dis­
abled, the payments received are taxed as 
ordinary income. (There is a 5-year averaging 
provision for lump-sum distributions.) Pre­
sumably, the individual’s tax bracket is lower 
after retirement than when she was working.
The tax benefit of a Keogh Plan for a per­
son in a 36% bracket is $900 annually (assum­
ing the maximum contribution is made) so it 
costs only $1,600 for her to contribute $2,500 
toward her retirement. A side benefit is that 
a Keogh Plan forces one to set aside money 
for retirement. This can be most beneficial to 
persons who find it difficult to save.
The Use of Trusts
A self-employed individual can reduce her 
income tax bill and provide funds for her 
child’s education at the same time through the 
use of a trust. Briefly, it works like this: The 
mother sets up an irrevocable trust for the 
benefit of her child. She gives all her business 
assets (building, machinery, equipment, etc.) 
to the trust. She then leases the business prop­
erty from the trust at a fair rental value. The 
funds she pays to the trust are deductible as 
business rental expenses (which exceed the 
depreciation she could have taken on the 
assets). The trust has rental income which can 
be partially offset by the depreciation ex­
pense. The net income is taxable to the trust 
and/or child, who are both in a much lower 
bracket and who both have exemptions. The 
total family tax is reduced since income has 
been shifted from a high bracket taxpayer 
(mother) to a lower bracket taxpayer (the 
trust and/or child). Mother is, in effect, ac­
cumulating funds for child with after-tax dol­
lars, since the payments are deductible to her. 
The higher her bracket, the “cheaper” these 
after-tax dollars become.
Tax Planning from Adjusted 
Gross Income
The major question for every working 
woman, whether self-employed or salaried, is 
whether to itemize her deductions or take the 
standard deduction. Since the standard deduc­
tion has been increased to 15% of adjusted 
gross income to a maximum of $2,000 per 
year, many women will discover that it is 
cheaper to take the standard deduction, and 
there is not much planning one can do in 
that case. However, with proper planning, she 
may discover that by alternating between the 
standard deduction and itemizing, she can 
lower her total tax bill.
Timing of Deductions
Many of the expenditures which result in 
itemized deductions can be made earlier or 
later than usual and can result in substantial 
tax savings. One such area for proper timing 
is medical expenses. If a woman making $20,- 
000 per year typically had medical expenses 
averaging $600 per year, she would get no 
deduction because of the 3%-of-AGI reduction 
of medical expenses. If she could “bunch up” 
two years’ medical expenses in one year, the 
$1,200 total would be offset by $600 (3% of 
$20,000) and she would have created a de­
duction of $600. It is true that some medical 
expenses cannot be deferred or accelerated 
(such as an automobile accident) but others 
can. For example, she could have the expensive" 
dental work done in the same year that she 
has a baby; her husband could buy new glasses 
that year; daughter’s tonsillectomy could just 
as well be done in November as January; son’s 
new corrective shoes can be purchased a month 
early; the whole family’s annual check-ups 
could be done in January and December of 
the same year; and so on. This type of plan­
ning may be contrary to a family’s cash bud­
get, but money can be borrowed and repaid 
and the interest could be less than the tax 
savings. (And, of course, the interest is de­
ductible, too.)
There are many opportunities for bunching 
up deductions in one year. A numerical ex­
ample may serve to illustrate the savings a 
family could realize. Suppose John and Mary 
have an annual average of $2,500 in itemized 
deductions. If they are in a 30% bracket, these 
itemized deductions save them $150 per year 
over the standard deduction of $2,000. In 
1973 and 1974, John and Mary plan to mini­
mize their taxes. In 1973 they accelerate their 
medical expenses (as explained above); they 
make their 1974 contribution to the church in 
December, 1973; they pay their property taxes 
for 1973 in March and the 1974 property taxes 
in December; they prepay interest on several 
loans; John pays part of 1974’s alimony to a 
former wife in December; Mary pays two 
years’ professional dues in 1973; etc. They had 
to borrow some money to do this. Now they 
have $4,000 in itemized deductions for 1973 
and $1,000 for 1974 (the same $5,000 total 
for two years). In 1973 they itemize their 
deductions of $4,000; in 1974, they use the 
standard deduction of $2,000. The total for 
two years is now $6,000 as opposed to $5,000.
(Continued on page 14)
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TAX FORUM
BARBARA M. WRIGHT, CPA 
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Tampa, Florida
A CURRENT LOOK AT INVESTMENTS 
PROVIDING TAX SHELTER
“Over and over again courts have said there 
is nothing sinister in so arranging one’s affairs 
as to keep taxes as low as possible. Everybody 
does so, rich or poor; and all do right, for 
nobody owes any public duty to pay more than 
the law demands. Taxes are enforced exactions, 
not voluntary contributions. To demand more 
in the name of morals is mere cant.”—Judge 
Learned Hand
Despite the truth in this quotation from 
Judge Hand, taxpayers in the low and middle 
income brackets have long taken a jaundiced 
view of the fact that wealthy individuals and 
large corporations frequently pay proportion­
ately less tax through the use of tax sheltered 
investments. The purpose of sheltering income 
generally has been to encourage and stimulate 
economic growth through private capital in­
vestment in new manufacturing equipment and 
processes, real estate, development, oil and gas 
exploration, and other frequently high risk 
ventures. Although the individual or corporate 
investor may receive immediate benefit through 
decreased or deferred taxes, the nation as a 
whole also profits from the resulting healthy 
economy.
Tax sheltered investments are made either 
individually, through participation in a general 
or limited partnership or other venture, or 
through the corporate form. In the latter situa­
tion, however, unless it is possible to elect 
Subchapter 8 status, the tax benefits will re­
main with the corporation rather than flow 
through to the shareholders. A tax sheltered 
venture is frequently operated by a profession­
al manager who may, for example, be the 
general partner in a limited partnership. Since 
he usually functions more or less autonomous­
ly, absentee ownership becomes one of the risk 
factors that an investor must evaluate in con­
sidering the investment.
It should be emphasized that the tax shel­
tered investment should not be a transaction 
meant only to evade taxation. The investor is 
motivated by the opportunities provided for 
using current tax deductions to offset other 
income taxable at rates as high as 70 percent, 
for deferring income to some future time 
when it may be subject to lower rates, for 
taking advantage of special statutory tax bene­
fits (i.e., percentage depletion, investment 
credit, etc.), or for realizing capital gain. Al­
though tax relief may be the investor’s current 
consideration, the ultimate goal should be the 
realization of a net profit from an investment. 
If all factors are favorable, the greater the 
risk involved the greater the yield should be.
In 1969 Congress, responding to public 
opinion, limited to some degree the benefits of 
tax shelters through the enactment of certain 
provisions of the Tax Reform Act. This issue 
of the Tax Forum will review the affect on 
four common shelters: Real Estate, Oil and 
Gas, Cattle, and Citrus Groves, and will briefly 
discuss the opportunities presently available in 
vineyard investments.
1. Real Estate
Probably the most popular and long-range 
form of tax shelter is real estate. Tax benefits, 
leverage financing, cash flow, and the possibili­
ty of a hedge against inflation make these in­
vestments particularly attractive. The advan­
tages will usually outweigh the large cash re­
quirements, greater carrying costs, and poor 
marketability that are characteristic of real 
estate ventures.
Some of the more important tax advantages 
are:
a. Current deductions for taxes and interest 
are available during construction. After com­
pletion, additional expenses for maintenance 
and accelerated depreciation are usually 
sufficient to offset rental income and still 
produce a tax loss against other income. This 
is particularly true in the early years. Later, 
as depreciation deductions decrease and 
mortgage payments are allocated more to 
principal than interest, the property will 
begin to generate taxable income.
b. Any improvements made by a lessee dur­
ing the term of a lease, while perhaps sub­
stantially increasing the property value, are 
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not taxable to the lessor-investor until the 
property is sold.
c. Capital gain is ordinarily obtained when 
the real estate is disposed of, subject to 
applicable depreciation recapture.
Leverage financing is another favorable as­
pect of real estate investing, as a substantial 
amount of the capital required for construction 
may be financed through mortgaging. This, in 
effect, enables the investors to have a current 
tax deduction for depreciation without immedi­
ate use of their own cash. The financing insti­
tution will then be repaid from rental income. 
Mortgage interest costs also provide some lee­
way in determining when deductions may be 
taken. By having the option to prepay one 
year’s interest, a cash basis taxpayer may shift 
the expense to a period when it will provide 
more tax relief. Conversely, if interest and 
taxes may not be used effectively during the 
construction stage, they may be capitalized and 
deducted through depreciation after the prop­
erty is in use.
Cash flow is one of the more attractive fea­
tures of real estate investments. In early years, 
book profits result in cash payments to the 
investor, while tax losses generated by ac­
celerated depreciation and high interest pay­
ments produce deductions against other in­
come. If this excess cash is continually invested 
in new real estate ventures, it may be possible 
to maintain tax losses indefinitely.
Based on its history during the past twenty- 
five years, real property also presents a favor­
able hedge against inflation. Overall, the rise 
in real estate values has generally outdistanced 
the escalation in living costs; therefore, invest­
ments of this type should provide additional 
protection against the continuing decrease in 
the buying power of the dollar. An exception 
to the general trend may possibly be ventures 
in low income housing located in depressed 
areas.
The Tax Reform Act of 1969 has shifted 
the emphasis from commercial to multiple 
dwelling rental projects because of the limita­
tions imposed on business property. Deprecia­
tion on new business property constructed or 
acquired after July 24, 1969, is now limited 
to 150 percent declining balance, and all post- 
1969 depreciation in excess of straight-line on 
commercial property is subject to recapture. 
However, because the government is com­
mitted to subsidization of low and middle in­
come housing, double declining and other 
maximum accelerated methods may still be 
used with new residential property. It is also 
possible to avoid ordinary income on deprecia­
tion recapture if this property is held the re­
quired number of years before disposition.
There are three general classifications for 
residential real estate investments: (1) Fed­
eral Housing Authority (FHA) “Section 236,” 
governing low income housing, (2) FHA “Sec­
tion 207,” aimed at the middle income rental 
market, and (3) conventionally financed proj­
ects. FHA assistance allows permanent mort­
gage financing of 90 percent of value, while a 
conventional mortgage may only permit 75 
percent. However, government financing im­
poses certain restrictions on both the amount of 
rental income charged and the cash return to 
investors, particularly in low income housing. 
The requirements for accounting records and 
for preparation of various FHA and IRS re­
ports are also much more stringent with this 
type of financing.
In addition to more liberal depreciation al­
lowances for residential property, low income 
housing provides other tax incentives. There 
will be no post-1969 excess depreciation re­
capture if the property is held for at least ten 
years before it is sold; rehabilitation or renova­
tion of existing units are subject to fast write­
off (five years on a straight-line basis, if quali­
fied); gain may be deferred when the property 
is sold to its tenants provided the proceeds are 
reinvested within one year in other low income 
housing. On the other hand, gain from the sale 
of property financed under Section 207 of the 
National Housing Act or through a conven­
tional mortgage will be subject to all or a por­
tion of excess depreciation recapture if dis­
posed of before 16⅔ years. Recapture in these 
situations is 100 percent less one percent for 
each full month in excess of the first 100 
months after construction.
2. Oil and Gas
Most oil and gas investments are handled 
through limited partnerships and generally re­
quire a cash outlay per unit of $5,000 to 
$10,000. Although the risks are often substan­
tial, the investor can lessen the possibility by 
choosing a reputable operator with a favorable 
record or selecting a venture that combines 
exploratory (wildcatting) and development 
(proven and semi-proven) drilling.
These projects can produce current deduc­
tions that range between 70 and 100 percent 
of the dollar investment; and, if leverage fi­
nancing is arranged, the first year deductions 
may exceed the investor’s cash investment. 
However, when non-recourse borrowing (se­
cured by the property and not a partnership 
liability) is repaid, there may be a taxable 
gain equivalent to payment of the liability, 
with no return of cash. If the partner has held 
a partnership interest for more than six months, 
the gain should be long-term.
Despite the risk factor, oil and gas invest­
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ments are popular with high bracket taxpayers 
seeking shelter for other income. The five main 
tax advantages may be broken down as fol­
lows:
a. The majority, if not all, of the capital in­
vestment may be taken on a current basis 
as intangible drilling and developmental 
costs. Capitalized lease costs and tangible 
equipment generally constitute no more than 
30 percent of the investment.
b. When wells are productive, income may 
be offset by percentage depletion equiva­
lent to the lesser of 22 percent of gross in­
come or 50 percent of net income (before 
depletion) from each property. Prior to the 
1969 Tax Reform Act, the depletion allow­
ance was 27½ percent of gross income or 
50 percent of net income. Depletion allow­
ances over the life of the property may ex­
ceed by many times the capitalized lease 
investment.
c. The cost of tangible equipment may be 
recovered through accelerated depreciation 
and is subject to investment credit.
d. The sale of the investor’s share in the 
partnership, provided there is a complete 
divesting of interest, will produce capital 
gain except for depreciation and investment 
credit recapture.
e. If oil or gas is not located, a loss may be 
taken for the capitalized costs in the year 
of abandonment.
3. Cattle
Tax shelter may come from either an invest­
ment in breeder animals which, for sheltering 
purposes, has been sharply curtailed by 1969 
legislation, or an investment in feeder cattle. 
The latter is more accurately defined as a de­
ferral investment rather than a shelter invest­
ment since the investor’s money generally will 
be returned, subject to profit or loss, the next 
year.
Despite the substantial risk of fluctuating 
prices, breeder cattle was considered a de­
sirable form of short-range tax shelter. Ordi­
nary deductions for care, feeding, and depre­
ciation taken in one year against unrelated 
income were converted to capital gain upon 
subsequent sale of the animals. Four provisions 
enacted in 1969 serve to severely limit this tax 
advantage. The first of these, Section 1251, 
provides that for years beginning after 1969 
taxpayers having adjusted gross income in 
excess of $50,000 must maintain an “excess 
deductions account” for current farm losses 
over $25,000. If this amount is not eliminated 
by subsequent farm profits prior to the disposi­
tion of the cattle, the remaining balance will be 
used to offset gain from the sale. This will 
effectively treat such excess deductions as 
ordinary income. In addition, Section 1245(a) 
(2) (C) requires full post-1969 depreciation 
recapture on the sale of purchased breeders; 
Section 1301(e) eliminates tax-free exchanges 
of animals of different sexes; and Section 1231 
(b)(3) provides that cattle acquired after 
1969 must be held 24 rather than 12 months 
for Section 1231 gain (equivalent to capital 
gain treatment).
Although investment in feeder cattle is a 
method of tax deferral rather than tax shelter, 
it does have certain tax planning advantages. 
Since the investment is classified as being in 
the business of farming, the investor is allowed 
a current deduction for feed and other ex­
pense incurred in raising livestock. Advance 
purchases for feed in reasonable amounts may 
generally be deducted in one year with the 
sale of the cattle falling into the second year. 
The cash investment is usually coupled with 
200 percent recourse borrowing secured by the 
cattle. This provides an additional deduction in 
the first year for prepaid interest on the loan. 
Taxpayers with unusually high passive (un­
earned) income in only one year will find it 
advantageous to create a tax loss through a 
cattle feeding investment, thus delaying in­
come recognition to the second year when it 
should be taxed at a lower rate.
4. Citrus Groves
Before the Tax Reform Act of 1969, citrus 
groves had been a fairly popular tax shelter 
investment. Although tax benefits were not 
realized as quickly as in cattle and oil shelter­
ing, there was substantial shelter available, as 
well as the possibility that appreciation of the 
underlying real estate would provide an attrac­
tive future capital gain return for high bracket 
taxpayers.
The development of a citrus grove may be 
broken down into three distinct periods. Dur­
ing the preparatory time of approximately one 
year, the investor incurs substantial land clear­
ing and water conservation expenses which are 
capitalized. Therefore, only minimal tax shel­
ter is provided in the initial stage through de­
ductible property taxes and interest charges. 
Commencing with the second year and con­
tinuing until the fifth year when trees begin to 
bear fruit, there are significant costs for fer­
tilizing, spraying, and cultivating. Prior to the 
Act of 1969, these expenses were deductible, 
and it was during this phase of a grove’s de­
velopment that the investor received tax shel­
ter for non-farm income. The third period, of 
course, begins when the grove becomes eco­
nomically productive. From this time forward, 
the sheltering advantages diminish since grove 
expenses are usually required to offset ordinary 
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grove income. In 1969 Congress became con­
cerned with over-production of almonds and 
citrus and enacted Section 278, requiring that 
the cost of planting, cultivating, and maintain­
ing trees planted after 1969 be capitalized for 
four years and recovered through depreciation. 
This provision has effectively removed the tax 
shelter advantage.
5. Vineyards
Although the Tax Reform Act has just about 
nullified the sheltering effect of citrus groves, 
there is another farming operation that present­
ly offers favorable tax treatment. The increase 
in domestic wine consumption has drawn the 
investor’s attention to California vineyards as 
a source of tax shelter. As with any growing 
crop, there is a certain risk in this type of 
investment due to price fluctuations and un­
certain weather conditions, but the potential 
for profit as well as tax shelter benefits is 
excellent. For economic reasons, participation 
in these ventures will probably be in partner­
ship form as a sizeable investment is necessary 
to produce a profitable vineyard, and Section 
1251 rules governing annual deductions above 
$25,000.00 will apply.
A new vineyard takes four to six years to 
reach income productivity. As in the case of 
citrus groves, the initial investment for clearing 
and preparing land, planting vines, and install­
ing irrigation and drainage systems must gen­
erally be capitalized. These expenditures are 
depreciable on either the straight-line or ac­
celerated basis and will usually qualify for 
investment credit. The developmental costs 
during the years the vines are maturing may be 
expensed currently, and, accordingly, the in­
vestor will have tax shelter available against his 
other income. The deductions, of course, are 
limited to the cash equity investment, plus, in 
the case of non-recourse borrowing, the pro­
portionate share of the underlying real estate 
mortgage on the land. Capital gain will be 
realized in full if the vineyard is sold before 
depreciation begins. However, since vineyards 
like citrus groves are 1245 property, full re­
capture is possible to the extent depreciation 
has been taken and there is an excess deduc­
tion account.
Assuming optimum conditions, vineyards 
can accomplish three basic concepts involved 
in tax shelter: deferral of tax, conversion of 
current deductions into future capital gains, 
and special statutory incentives for investment 
in the form of tax investment credits.
This is a brief, rather general discussion of 
investing in tax shelters and does not cover the 
specific problems an investor may encounter 
when the investment is made through a limited 
partnership or when there are non-recourse 
loans. There are several related code provisions 
which have a direct affect on tax shelters. In 
addition, the Internal Revenue Service is cur­
rently attacking certain aspects of sheltering; 
and, as a result, Congress is presently consid­
ering new legislation in this area. Therefore, a 
taxpayer should approach a tax shelter venture 
as an investment rather than only as a means 
of tax savings.
HOW TO AVOID INCOME TAXES . . .
(Continued from page 10)
In a 30% bracket the $1,000 in deductions they 
have created will save them $300. If they had 
borrowed $1,000 at 8% for six months to ac­
complish this, the interest expense is $40. 
There is still an after-tax savings of $260. If 
John and Mary do this consistently, their sav­
ings over several years will be substantial. For 
persons in a higher bracket, the savings will 
be even greater.
Filing Status and Exemptions
Many women can reduce their tax bill by 
taking advantage of the head-of-household 
rates. One notable example is the divorced (or 
widowed) woman with children. She is en­
titled to use the favorable head-of-household 
rates if she maintains a home for the children. 
She need not be able to claim them as depen­
dents in order to qualify as a head-of-house- 
hold; the only requirement is that she maintain 
a home for them. This occurs commonly in 
cases where the father is supporting the chil­
dren through child support payments.
Retired parents offer another opportunity 
for filing as a head-of-household. The parents 
need not live in the taxpayer’s home for her to 
qualify. She must be able to claim them as 
dependents (i.e., furnish more than one-half 
their support), they cannot have income of 
over $750 each, and they cannot file a joint 
return. However, any social security payments 
received by the parents do not count as “in­
come” for the $750 income test. Therefore, a 
retired parent living on social security can still 
be a dependent and the taxpayer can still 
qualify as a head-of-household, providing she 
provides more than one-half of the support. 
(Social Security benefits are taken into account 
in the support test, however.) If a woman has 
a rental property, she might save tax dollars 
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by not renting it and letting her parents live 
in it. The fair market value of the rent is added 
to any money she gives the parents to de­
termine “support,” which may be enough to 
amount to over 50%. She then gets $1,500 in 
exemptions plus the favorable Head-of-House­
hold tax rates. This may result in tax savings 
in excess of the rental income she was receiv­
ing.
The partial support of parents does not re­
sult in head-of-household benefits, but a multi­
ple support agreement among the supporting 
children can result in an occasional exemption 
deduction. Anyone contributing to the support 
of parents should investigate this possibility.
Married college-student children can also be 
claimed as dependents, providing the parents 
provide over one-half the support of their child 
and that child does not file a joint return with 
his or her spouse.
A widow with dependent children for whom 
she maintains a household can qualify for the 
most favorable tax rates: those of married indi­
viduals filing jointly. She qualifies for these 
rates for the year in which her husband died 
and for the two succeeding years provided she 
remains unmarried. After that, she will proba­
bly qualify for the head-of-household rates.
There are many ways one may claim a de­
pendent; any woman who is contributing to 
the support of another person should investi­
gate all the possibilities.
Conclusion
It is hoped that this article has pointed out 
a few areas of tax planning to the reader. 
There are many other areas for possible sav­
ings, such as the new child care deduction 
provisions. Each woman should investigate the 
new (and old, but overlooked) provisions and 
plan her tax affairs as carefully as she plans 
her other financial affairs. After all, after-tax 
dollars are what she can spend or invest.
NOTES
1. Code Section 401 (d)(1); Regulation 1.401- 
12(c).
2. Code Section 401 (g); Regulation 1.401-9.
3. Code Section 405; Regulation 1.405-1.
REVIEWS
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The Income Tax and Business Decisions, 
Second Edition, William L. Raby, Prentice- 
Hall, Inc., Englewood Cliffs, N.J., 1972, 496 
pages, $11.95 (cloth-cover).
While this book is interesting, well written 
and occasionally amusing, it is not a book most 
readers of The Woman CPA would want in 
their libraries. It is neither a technical nor a 
specific-topic book. It is, rather, an elementary 
and general discussion of taxation.
The book is organized into four parts. The 
first chapter presents a broad overview by dis­
cussing the various concepts of income; Chap­
ter Two is a hodgepodge of the legislative pro­
cess, the judicial system, ADP, tax experts and 
tax practice. The second part looks at the vari­
ous taxpaying entities and makes extensive use 
of filled-in tax forms for illustrations. Part three 
consists of ten chapters on specific areas of 
taxation such as depreciation, capital gains, 
and corporate reorganizations. The final part 
consists of a five-chapter concentration on tax 
practice.
Dr. Raby appears to have fallen into the 
trap of being unable to decide toward whom 
the book is aimed. If it is aimed at the busi­
nessman (who is ignorant of taxation and has 
no intention of becoming an expert) pictures 
of filled-in forms are of no benefit. Of what use 
(to a businessman) is the section on tax prac­
tice? If, on the other hand, the book is aimed 
at tax practitioners, a more legalistic approach 
is necessary.
Despite these deficiencies, the book is the 
best on the market for use in a tax course de­
signed for non-accounting majors (or account­
ing majors not planning a career in public 
practice). There are several specific sugges­
tions for improving this book for use in a col­
lege course: Part One should have some 
background history of taxation in the U.S.; the 
law-making process and judicial system could 
be expanded; more attention should be given 
to why certain laws were passed (an historical 
perspective would help); the section on tax 
practice could be eliminated; and, finally, more 
emphasis should be placed upon teaching the 
future businessman how to recognize problem 
areas so he will consult his C.P.A. prior to 
disastrous actions.
This second edition is so much better than 
the first edition (1964) that one hopes it will 
not be another six years before the third edition 
is available.
Dr. Patrica C. Elliott, CPA 
University of Texas at Arlington
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Ms. Reid
because women accountants cannot progress 
in isolation from other professional women’s 
groups, such as women lawyers. In her opin­
ion women’s rights are identical with men’s 
rights, and therefore they must accept the 
same responsibilities. She sees a dual respon­
sibility for ASWA members as women and as 
accountants and places a high priority on help­
ing other women accountants until true equal­
ity is achieved.
Ms. Reid is a charter member and past pres­
ident of the Boston Chapter of ASWA and is 
now serving as vice president of the Boston 
Chapter of the National Association of Ac­
countants, the first woman to hold this office.
Ms. West
(New York) State Board for Public Accoun­
tancy. As a member of the National Associa­
tion of State Boards of Accountancy, she is 
serving on the Continuing Education Commit­
tee. For the current administrative year, she 
has also been elected Secretary of The New 
York State Society of Certified Public Accoun­
tants. To quote her: “This year accounting 
will permeate my seven-day week.”
Ten years after her graduation from Hunter 
College with the A.B. (cum laude) degree, she 
received the College’s “Outstanding Achieve­
ment Since Graduation Award.” She also has 
an M.S. degree from Columbia University and 
has taken accounting and related graduate 
courses at New York University.
Her vacationing this year will be confined 
to a few days in June before the ASWA West­
ern Regional Conference in North San Diego 
and three days after The New York State 
Society of Certified Public Accountant’s An­
nual Meeting in Bermuda since she will be 
deputy chairman of the Economics Department 
during the Second Summer Session at Brook­
lyn College.
Her memberships in addition to AWSCPA 
and NYSSCPA include the American Institute 
of Certified Public Accountants, the American 
Society of Women Accountants (a past presi­
dent of the New York Chapter), the American 
Accounting Association, the Metropolitan Eco­
nomic Association, the American Association 
of University Professors, and the Woman’s 
Press Club of New York City.
In This Issue
Two recent developments make statistical 
sampling again a topical subject: the Equity 
Funding case which raises questions about the 
adequacy of our auditing techniques and the 
news from the Department of Commerce that 
several million people were apparently not 
counted in the 1970 US Census. The latter 
item should have delighted statisticians who 
have pointed out for years that a sample may 
be more accurate than a census.
Glenda A. Ried, whose article on “The 
Theory of Statistical Sampling” was published 
in the September and November 1972 issues 
of this journal, appears again in these pages. 
This time she concentrates on the practical 
side of statistical sampling, on the mechanics 
of drawing a sample, on the size of the sam­
ple, and on the evaluation of the findings.
It is only proper that this issue, our first 
one after April 15, should focus on income 
taxes. The second major article is by Dr. 
Patrica C. Elliott and contains down-to-earth 
advice on how you can minimize your 1973 
tax bill without actually going to jail. If your 
refund check wasn’t big enough to suit you 
or if you didn’t get any refund check, you 
should read Dr. Elliott’s article and start plan­
ning your 1973 income taxes right now.
If you were among the lucky ones who 
received a large refund check and if you 
wonder what to do with it, the Tax Forum 
is for you. Barbara M. Wright, our Tax Edi­
tor, tells you everything you always wanted 
to know about tax sheltered investments.
Even our Theory and Practice Column con­
cerns itself with income taxes this time. Mar­
garet M. Bailey, our Special Editor, introduces 
a guest writer to us. She is Karen Bailey, a 
junior member of ASWA and Micky’s daugh­
ter-in-law. Karen Bailey gives an interesting 
and understandable explanation of a proposed 
Treasury Regulation on full absorption costing 
of manufactured inventories and its implica­
tions for financial statements.
At this point it should not surprise any of 
our readers to find that the Reviews section, 
too, contains income taxes. However, Dr. 
Marie E. Dubke, our Reviews Editor, has also 
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The column for this issue is the work of a guest writer that this editor is pleased to 
present. She is Karen Bailey, a junior member of the Denver Chapter of the American 
Society of Women Accountants. Karen has studied at Colorado State University at Fort 
Collins, Colorado, and at Community College of Denver.
Inventory Valuation
We are all aware of the constant changes 
taking place in the methods and reports of the 
accounting profession. One new proposed regu­
lation has such wide-reaching effects that we 
should make a concerted effort to understand 
it. It will have a direct effect on all companies 
engaged in manufacturing or production opera­
tions. The proposed regulation would amend 
Regs 1.61-3, 1.446-1, 1.471-2, and 1.471-3, and 
add new Reg. 1.471-11, and would require 
usage of the full absorption method of inven­
tory valuation.
The full absorption method requires that all 
direct and indirect production costs be allo­
cated to goods sold and goods in inventory at 
the end of the year. This means that instead of 
treating certain indirect costs as period costs 
and deducting them fully in the year incurred, 
at least a portion of these costs would be held 
in the inventory valuation until the next year. 
No longer would it be permissible for a manu­
facturer to choose the inventory valuation that 
suits his fancy. At the present time no strict 
rules govern who shall use what method of 
valuation for inventories, except that the con­
sistency principle is expected to be applied 
from year to year.
One might think that this new proposed 
regulation, by requiring a specific group to use 
one method of inventory valuation, would sim­
plify the accounting process and terminology 
of this perplexing area. Unfortunately, the pro­
posed regulation is not so simple as it appears 
at first glance.
Direct production costs must all be included 
in the inventoriable cost calculations. The pro­
posed regulation sets up four categories to 
provide guidelines as to which indirect costs 
are to be included in the calculation of inven­
toriable costs:
Category 1 lists indirect costs which must 
be included in the calculation regardless 
of their treatment in the financial state­
ments. Such items include repairs and 
maintenance, utilities, and rent.
Category 2 includes indirect costs which 
needn’t be included in the calculations re­
gardless of their treatment in financial 
reports. Such costs include interest, adver­
tising and marketing, and distribution and 
selling expenses.
Category 3 lists indirect costs which must 
or must not be included in inventory cal­
culations, depending on their treatment in 
financial reports of the taxpayer, provided 
that treatment is in accordance with gen­
erally accepted accounting principles. 
This category deals with costs associated 
with the processes or operations of pro­
duction or manufacturing including de­
preciation and depletion, officer’s salaries, 
and insurance expenses.
Category 4 includes a list of costs which 
either must be or needn’t be included in 
the computation of the taxpayer’s financial 
accounting method is not comparable to 
his tax accounting method. Items which 
must be included under this category in­
clude those costs associated with manufac­
turing or production operations or pro­
cesses such as overtime or vacation pay or 
taxes otherwise deductible under section 
164. Costs which needn’t be included are 
research and experimental expenses and 
losses.
Taxpayers who have been using other meth­
ods of costing their inventories and would 
therefore be required to change under the pro­
posed regulations may elect to change to full 
absorption during a transition period. This 
election would need to be made during the first 
17
180 days of any tax year beginning on or after 
the regulations become final and before 2 years 
after their finalization. Taxpayers who have 
elected to make the correction during the tran­
sition period need not change to the full ab­
sorption method for taxable years prior to the 
year of that election provided they have not 
received a deficiency notice for prior years with 
respect to an inventory costing issue. Taxpay­
ers electing to change during the transition 
period will receive the benefits of transition 
rules which allow the taxpayer to make ap­
propriate adjustments for the change over a 
ten-year period.
The new proposed regulations provide for 
the use of the standard cost method as well as 
the manufacturing burden rate method which 
was allowed under the previously proposed 
regulations. If significant in amount, adjust­
ments resulting from both methods must be 
reallocated to ending inventory if the tax­
payer allocates them in his financial statements. 
The concept of practical capacity can be used 
in conjunction with either the manufacturing 
burden rate or the standard cost method of 
allocating indirect production costs to the cost 
of goods in ending inventories.
Practical Capacity Concept
Practical capacity may be established by 
comparison with theoretical capacity after ad­
justments for allowances for estimated inability 
to achieve maximum production for items such 
as machine breakdown, idle time, or other nor­
mal work stoppages. Theoretical capacity is, 
of course, the level of production which could 
be reached if all machines and departments 
operated continuously at peak efficiency. Both 
theoretical capacity and practical capacity may 
be computed in terms of tons, yards, labor 
hours, machine hours or other units of produc­
tion appropriate to the cost accounting sys­
tem used by the company. An example is pro­
vided which can be summarized as follows:
XYZ Company operates a plant with a 
theoretical capacity of 50 units per hour. The 
plant actually operates 1960 hours per year 
(based on a 5-day week with 15 days shut­
down for vacations and holidays). Down time 
can be reasonably estimated at 5%. Assuming 
no loss of production during starting up, clos­
ing down, or employee work breaks, the XYZ 
Company computes a practical capacity as 
follows:
Practical capacity before allowance 
for down time (based on 
theoretical capacity per hour- 
1960 X 50)...................................98,000
Less—5% reduction for Down 
time............................................... 4,900
Practical Capacity 93,100
Therefore 93,100 units would constitute the 
base for calculating fixed indirect production 
costs to be included in the computation of 
amount of inventoriable costs for the period. 
On this basis if only 76,000 units were pro­
duced, the effect would be that 81.6% of the 
fixed indirect production costs would be in­
cluded in the inventoriable costs during the 
year. Those not included (18.4%) would be 
deductible during that year. Assume further 
that 7,600 units were on hand at the end of 
the year (or 10% of the 76,000 actually pro­
duced. Thus 10% of the fixed indirect produc­
tion costs and 10% of the variable indirect 
production costs would be included in the cost 
of goods in ending inventory.
Summary
Various forms of absorption costing have 
been in use for several years where prime costs 
and predetermined fixed and variable costs are 
used to compute inventory costs. Modified full 
absorption, allowed in certain cases under the 
old regulations, allows the exclusion of costs 
under the full absorption method, if the inven­
tory valuation method includes at least 35% of 
all fixed indirect production costs, and those 
costs are excluded from the taxpayer’s financial 
reports. The new proposed regulation liberal­
izes this arbitrary percentage test by allowing 
costs to be excluded provided they are ex­
cluded from the company’s financial reports 
and also provided those exclusions are in ac­
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“The Early Impact of APB Opinions No. 
16 and 17—An Empirical Study,” Robert 
Libby, The CPA Journal, Vol. XLII, No. 
10, October 1972.
Mr. Robert Libby examines mergers subse­
quent to the publication of APB Opinions No. 
16 and 17 in the light of predictions about the 
effects of these opinions. Drawing a statistical 
sample of New York Stock Exchange transac­
tions prior to and following Opinions No. 16 
and 17, Mr. Libby shows that poolings of in­
terest dropped from 82.4% to 59% of all new 
business combinations. Some authorities had 
predicted that poolings of interest would ac­
count for only 14% of all acquisitions.
The author finds no evidence to support the 
claim that the mandatory amortization of good­
will required under Opinion 17 adversely af­
fects acquisition prices of firms with large 
amounts of goodwill. Although predictors de­
clared that firms with low market value/book 
value ratios (MV/BV) would be involved in a 
greater share of acquisitions following the 
issuance of Opinion 17, Libby’s sample reveals 
no significant changes in the MV/BV ratios of 
firms involved in mergers. He does find, how­
ever, that the previous trend to treat merging 
companies with high MV/BV ratios as poolings 
of interest and firms with low MV/BV ratios 
as purchases still exists.
Libby’s research illustrates the effects of 
Opinions 16 and 17 on new business combina­
tions in a factual manner. He wisely cautions 
the reader, however, to avoid final conclusions 
until the results of more research are available.
Michael L. Cobb 
Graduate Student 
Memphis State University
“Valuation of Equity Securities,” William 
J. Morris and Bernard A. Coda, The Jour­
nal of Accountancy, Vol. 135, No. 1, Jan­
uary 1973.
In the valuation of equity securities held 
for long-term investment the authors point out 
the deficiencies of both historical cost and cur­
rent value. They think that use of the current 
value method may cause fluctuations in income 
from period to period and that other alterna­
tives are more in keeping with traditional ac­
counting concepts.
Historical costs, on the other hand, have a 
built-in bias toward conservatism which the 
authors contend is equally unacceptable. In­
come reported utilizing historical costs for 
equity security valuations are woefully defi­
cient in showing real income and value. The 
use of historical costs creates hidden reserves 
which may be used to manipulate income.
The problem faced by the accountant is that 
of arriving at the most nearly correct valuation 
for equity securities within the limits set by 
generally accepted accounting principles. Ob­
viously, a single quoted market price at a 
random date is an unreliable predictor of 
future cash flows. Also, the historical cost is 
not relevant in the prediction of future flows 
of funds.
The five-year moving average method rep­
resents one of the better alternatives to these 
two unacceptable methods of evaluation. Of 
course, the traditional concept directs that in­
creases in value be recognized as soon as there 
is a high degree of certainty concerning net 
realizable value. The desire for conservatism 
also controls the timing of the write-up of 
equity securities. The authors feel that a five- 
year moving average method of valuation 
would correct the deficiencies of current mar­
ket by smoothing the fluctuations inherent in 
this method. Additionally, the gradual in­
creases in value are also recognized.
In utilizing the moving average method, cur­
rent market values over a five year period are 
chosen and probabilities of value realization— 
“certainty equivalents”—are assigned to these 
yearly values. The authors clearly state, how­
ever, that current value does not represent the 
only standard for setting values. The best esti­
mator is the one with the smallest Mean Stan­
dard Error. Even a biased estimator may be 
the best estimator if the variance is small.
Drs. Morris and Coda present a very good 
compromise to the problems involved with 
equity security valuation. Their solutions, how­
ever, still require subjective evaluations on the 
part of either management or accountants. The 
question still exists concerning who sets the 
value standards and what probabilities are to 
be applied once the standards are chosen.




“Put Profit in Its Place,” John Adam, Jr., 
Harvard Business Review, Vol. 51, No. 2, 
March-April 1973.
In this article John Adam, Jr. stresses that 
profit is not the purpose of business but merely 
the device that attracts the needed capital. The 
real purpose of business is of course the satis­
faction of consumer’s needs. The current “con­
sumerism” movement is presented as more than 
a passing fancy. Consumer satisfaction will be 
necessary if business is to continue to prosper.
In addition to the consumer protection 
movement, the author stresses the motivation 
affecting personal devotion to a position. He 
indicates that “people today want more than 
money. People want and expect some personal 
sense of satisfaction and accomplishment from 
their work.” For some segments of the popula­
tion this last statement is true, but a careful 
distinction must be made among different 
groups in that respect. It is clear that Mr. 
Adam is evaluating the motivation possibilities 
of the more educated members of the society. 
It is precisely these college-trained citizens 
who are looking critically at the business estab­
lishment and it is these people who will expect 
the business organization to meet public needs. 
In using the concept of profit as the purpose of 
business, the facts are obscured and it becomes 
difficult to understand that business can only 
continue to function when it satisfies the needs 
of the people whom it serves. In the interest of 
preserving a free enterprise capitalistic system, 
it is extremely important to be certain that 
everyone understands the real purpose of the 
system. It should also be clear that this is an 
age of challenge and that a challenge requires 
response as well as self-evaluation. It should 
perhaps be noted that the concept of a social 
audit may take this challenge into considera­
tion.
Dr. Janet K. Messing, C.P.A. 
Herbert H. Lehman College 
of the City of New York
Vocational Mathematics for Business, Ma­
rie Martinka; South-Western Publishing 
Company, Cincinnati, Ohio, 1972; 314 
pages, $2.80.
This text-workbook is designed for those 
individuals who have not had formal arithmetic 
training for several years. Its primary objective 
is to build vocational skill and accuracy in 
business mathematics.
Because of its semi-programmed format, an 
individual can easily find those specific weak­
nesses in mathematical background which need 
strengthening. The first part is devoted to fun­
damental operations with decimals, fractions, 
decimal-fraction relationships, percentages, 
weights and measures, including the metric 
system, and calculating shortcuts. The remain­
ing chapters include up-to-date applications in 
business as well as work in the binary, octal, 
and hexadecimal number systems and arith­
metic operations within these systems.
This reviewer believes that the text would 
have value for accountants who have difficul­
ties stemming from weak mathematical back­
grounds.
Monica Schilter
W. A. Krueger Company
“What Is a Corporate Social Audit?” Ray­
mond A. Bauer and Dan H. Fenn, Jr., 
Harvard Business Review, Vol. 51, No. 1, 
January-February 1973.
For the reader who finds a certain fascina­
tion in the various theories of accounting for 
social concern and wonders just how social 
concern can be quantified, “What is a Corpo­
rate Social Audit” by Raymond A. Bauer and 
Dan H. Fenn, Jr. answers a lot of these puz­
zling questions.
The article begins with the need for such an 
audit. Most companies do have socially ori­
ented programs, but only in recent years has 
public concern created pressure that the public 
be informed of what is being done in these 
noneconomic areas.
“Possibly the social audit that is credible in­
ternally and externally may look nothing like 
a financial audit at all.” Their concern here is 
not with a formula for doing the audit but the 
suggestion that industry should start experi­
menting. They think that “We are only on the 
edge of the thicket” and that we need the 
expertise and involvement of many people 
“with the courage to try to frame an answer.”
In view of the fact that this particular audit 
would also be a valuable tool for management, 
they suggest that initially it be designed for 
internal purposes only. With these data avail­
able management would then also be better 
able to decide what would constitute an ade­
quate and relevant social audit for external 
purposes.
The authors close with the question of 
whether a company can carry out such an 
audit on itself. They are concerned with the 
fact that very little outside help is available 
but conclude that the accounting profession 
will be centrally involved if social audits be­
come generally accepted and expected.
Bernadine Gravot
Stanley Home Products, Inc.
(Continued on page 15)
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